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payor, from the fact that the payor is
a corporation which is newly created or
organized, or from any other cause.

(3) Transitional rule. For purposes of
applying paragraph (b)(3) of this sec-
tion, and paragraph (c)(1) of this sec-
tion, the gross income of the foreign
corporation for any period before the
first taxable year beginning after De-
cember 31, 1966, which is from sources
within the United States (determined
as provided by sections 861 through 863,
and the regulations thereunder, as in
effect immediately before amendment
by section 102 of the Foreign Investors
Tax Act of 1966 (Pub. L. 89-809, 80 Stat.
1541)) shall be treated as gross income
for such period which is effectively
connected with the conduct of a trade
or business in the United States by
such foreign corporation.

(4) Gross income determinations. In
making determinations under para-
graph (b) (2) or (3) of this section, or
paragraph (c¢) (1) or (3) of this section—

(i) The gross income of a domestic
corporation or a resident alien indi-
vidual is to be determined by excluding
any items specifically excluded from
gross income under chapter 1 of the
Code, and

(ii) The gross income of a foreign cor-
poration which is effectively connected
with the conduct of a trade or business
in the United States is to be deter-
mined under section 882(b)(2) and by ex-
cluding any items specifically excluded
from gross income under chapter 1 of
the Code, and

(iii) The gross income from all
sources of a foreign corporation is to be
determined without regard to section
882(b) and without excluding any items
otherwise specifically excluded from
gross income under chapter 1 of the
Code.

(d) Statement with return. Any tax-
payer who is required to file a return
and applies any provision of this sec-
tion to exclude an amount of interest
from his gross income must file with
his return a statement setting forth
the amount so excluded, the date of its
receipt, the name and address of the
obligor of the interest, and, if known,
the location of the records which sub-
stantiate the amount of the exclusion.
A statement from the obligor setting
forth such information and indicating
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the amount of interest to be treated as
income from sources without the
United States may be used for this pur-
pose. See §§1.6012-1(b)(1)(i) and 1.6012—
2(2)(1)().

(e) Effective dates. Except as other-
wise provided, this section applies with
respect to taxable years beginning
after December 31, 1966. For cor-
responding rules applicable to taxable
years beginning before January 1, 1967,
(see 26 CFR part 1 revised April 1, 1971).
Paragraph (a)(7) of this section is ap-
plicable to payments made after No-
vember 13, 1997.

[T.D. 7378, 40 FR 45429, Oct. 2, 1975; 40 FR
48508, Oct. 16, 1975, as amended by T.D. 8257,
54 FR 31819, Aug. 2, 1989; T.D. 8735, 62 FR
53500, Oct. 14, 1997]

§1.861-3 Dividends.

(a) General—(1) Dividends included in
gross income. Gross income from
sources within the United States in-
cludes a dividend described in subpara-
graph (2), (3), (4), or (6) of this para-
graph. For purposes of subparagraphs
(2), (3), and (4) of this paragraph, the
term ‘‘dividend” shall have the same
meaning as set forth in section 316 and
the regulations thereunder. See sub-
paragraph (5) of this paragraph for spe-
cial rules with respect to certain divi-
dends from a DISC or former DISC. See
also paragraph (a)(6) of this section for
special rules concerning substitute div-
idend payments received pursuant to a
securities lending transaction.

(2) Dividend from a domestic corpora-
tion. A dividend described in this para-
graph (a)(2) is a dividend from a domes-
tic corporation other than a corpora-
tion that has an election in effect
under section 936. See paragraph (a)(5)
of this section for the treatment of cer-
tain dividends from a DISC or former
DISC.

(3) Dividend from a foreign corpora-
tion—(i) In general—(a) A dividend de-
scribed in this subparagraph is a divi-
dend from a foreign corporation (other
than a dividend to which subparagraph
(4) of this paragraph applies) unless
less than 50 percent of the gross income
from all sources of such foreign cor-
poration for the 3-year period ending
with the close of its taxable year pre-
ceding the taxable year in which occurs
the declaration of such dividend (or for
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such part of such period as the corpora-
tion has been in existence) was effec-
tively connected with the conduct by
such corporation of a trade or business
in the United States, as determined
under section 864(c) and §1.864-3. Thus,
no portion of a dividend from a foreign
corporation shall be treated as income
from sources within the United States
under section 861(a)(2)(B) if less than 50
percent of the gross income of such for-
eign corporation from all sources for
such 3-year period (or part thereof) was
effectively connected with the conduct
by such corporation of a trade or busi-
ness in the United States or if such for-
eign corporation had gross income for
such 3-year period (or part thereof) but
none was effectively connected with
the conduct by such corporation of a
trade or business in the United States.

(b) If 50 percent or more of the gross
income from all sources of such foreign
corporation for such 3-year period (or
part thereof) was effectively connected
with the conduct by such corporation
of a trade or business in the United
States, the amount of the dividend
which is to be treated as income from
sources within the United States under
section 861(a)(2)(B) shall be the amount
that bears the same ratio to such divi-
dend as the gross income of such for-
eign corporation for such 3-year period
(or part thereof) which was effectively
connected with the conduct by such
corporation of a trade or business in
the United States bears to its gross in-
come from all sources for such period.

(¢) For purposes of this subdivision
(i), the gross income which is effec-
tively connected with the conduct of a
trade or business in the United States
includes the gross income which, pur-
suant to section 882 (d) or (e), is treated
as income which is effectively con-
nected with the conduct of a trade or
business in the United States.

(ii) Rule applicable in applying limita-
tion on amount of foreign tax credit. For
purposes of determining under section
904 the limitation upon the amount of
the foreign tax credit—

(a) So much of a dividend from a for-
eign corporation as exceeds (and only
to the extent it so exceeds) the amount
which is 100/85ths of the amount of the
deduction allowable wunder section
245(a) in respect of such dividend, plus
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(b) An amount which bears the same
proportion to any section 78 dividend
to which the dividend from the foreign
corporation gives rise as the amount of
the excess determined under (a) of this
subdivision bears to the total amount
of the dividend from the foreign cor-
poration, shall, notwithstanding sub-
division (i) of this subparagraph, be
treated as income from sources with-
out the United States. This subdivision
applies to a dividend for which no divi-
dends-received deduction is allowed
under section 245 or for which the 85
percent dividends-received deduction is
allowed under section 245(a) but does
not apply to a dividend for which a de-
duction is allowable under section
245(b). All of a dividend for which the
100 percent dividends-received deduc-
tion is allowed under section 245(b)
shall be treated as income from sources
within the United States for purposes
of determining under section 904 the
limitation upon the amount of the for-
eign tax credit. If the amount of a dis-
tribution of property other than money
(constituting a dividend under section
316) is determined by applying section
301(b)(1)(C), such amount must be used
as the dividend for purposes of applying
(a) of this subdivision even though the
amount used for purposes of section
245(a) is determined by applying sec-
tion 301(b)(1)(D). In making determina-
tions under this subdivision, a dividend
(other than a section 78 dividend re-
ferred to in (b) of this subdivision) shall
be determined without regard to sec-
tion 78.

(iii) Illustrations. The application of
this subparagraph may be illustrated
by the following examples:

Example 1. D, a domestic corporation, owns
80 percent of the outstanding stock of M, a
foreign manufacturing corporation. M, which
makes its returns on the basis of the cal-
endar year, has earnings and profits of
$200,000 for 1971 and 60 percent of its gross in-
come for that year is effectively connected
for 1971 with the conduct of a trade or busi-
ness in the United States. For an uninter-
rupted period of 36 months ending on Decem-
ber 31, 1970, M has been engaged in trade or
business in the United States and has re-
ceived gross income effectively connected
with the conduct of a trade or business in the
United States amounting to 60 percent of its
gross income from all sources for such pe-
riod. The only distribution by M to D for 1971
is a cash dividend of $100,000; of this amount,
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$60,000 ($100,000 x 60%) is treated under sub-
division (i) of this subparagraph as income
from sources within the United States, and
$40,000 ($100,000—$60,000) is treated under
§1.862-1(a)(2) as income from sources without
the United States. Accordingly, under sec-
tion 245(a), D is entitled to a dividends-re-
ceived deduction of $51,000 ($60,000 x 85%),
and under subdivision (ii) of this subpara-
graph $40,000 ($100,000—[$51,000 x 100/85]) is
treated as income from sources without the
United States for purposes of determining
under section 904(a) (1) or (2) the limitation
upon the amount of the foreign tax credit.

Example 2. (a) The facts are the same as in
example (1) except that the distribution for
1971 consists of property which has a fair
market value of $100,000 and an adjusted
basis of $30,000 in M’s hands immediately be-
fore the distribution. The amount of the div-
idend under section 316 is $568,000, determined
by applying section 301(b)(1)(C) as follows:
Portion of adjusted basis of property attributable to

gross income of M effectively connected for

1971 with conduct of trade or business in United

States ($30,000 x 60%) ... $18,000
Portion of fair market value of prop
to gross income of M not effectively connected
for 1971 with conduct of trade or business in
United States ($100,000 X 40%) .....ccccecceruninerunes 40,000
Total diVIENd .....c.cuevveiicieirrcceseeccene 58,000

(b) Of the total dividend, $34,800 ($58,000 x
60% (percentage applicable to 3-year period))
is treated under subdivision (i) of this sub-
paragraph as income from sources within the
United States, and $23,200 ($58,000 x 40%) is
treated under §1.862-1(a)(2) as income from
sources without the United States. However,
by reason of section 245(c) the adjusted basis
of the property ($30,000) is used under section
245(a) in determining the dividends-received
deduction. Thus, under section 245(a), D is
entitled to a dividends-received deduction of
$15,300 ($30,000 x 60% x 85%).

(c) Under subdivision (ii) of this subpara-
graph, the amount of the dividend for pur-
poses of applying (a) of that subdivision is
the amount ($58,000) determined by applying
section 301(b)(1)(C) rather than the amount
($30,000) determined by applying section
301(b)(1)(B). Accordingly, under subdivision
(ii) of this subparagraph $40,000
($58,000—[$15,300 x 100/85]) is treated as in-
come from sources without the United
States for purposes of determining under sec-
tion 904(a) (1) or (2) the limitation upon the
amount of the foreign tax credit.

Example 3. (a) D, a domestic corporation
which makes its returns on the basis of the
calendar year, owns 100 percent of the out-
standing stock of N, a foreign corporation
which is not a less developed country cor-
poration under section 902(d). N, which
makes its returns on the basis of the cal-
endar year, has total gross income for 1971 of
$100,000, of which $80,000 (including $60,000
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from sources within foreign country X) is ef-
fectively connected for that year with the
conduct of a trade or business in the United
States. For 1971 N is assumed to have paid
$27,000 of income taxes to country X and to
have accumulated profits of $81,000 for pur-
poses of section 902(c)(1)(A). N’s accumulated
profits in excess of foreign income taxes
amount to $54,000. For 1971 D receives a cash
dividend of $42,000 from N, which is D’s only
income for that year.

(b) For 1971 D chooses the benefits of the
foreign tax credit under section 901, and as a
result is required under section 78 to include
in gross income an amount equal to the for-
eign income taxes of $21,000 ($27,000 x $42,000/
$54,000) it is deemed to have paid under sec-
tion 902(a)(1). Thus, assuming no other de-
ductions for the taxable year, D has gross in-
come of $63,000 ($42,000 + $21,000) for 1971 less
a dividends-received deduction under section
245(a) of $28,560 ([$42,000 x $80,000/$100,000] x
85%), or taxable income for 1971 of $34,440.

(c) Under subdivision (ii) of this subpara-
graph, for purposes of determining under sec-
tion 904(a) (1) or (2) the limitation upon the
amount of the foreign tax credit, $12,600 is
treated as income from sources without the
United States, determined as follows:

Excess of dividend from N over amount which is
100/85ths of amount of sec. 245(a) deduction

($42,000 —[$28,560 x 100/85]) ......cccvurvrirvricrarnne $8,400
Proportionate part of sec. 78 dividend ($21,000 x

$8,400/$42,000) 4,200
Taxable income from sources without

the United States ...........ccccoeeeenne 12,600

Example 4. A, an individual citizen of the
United States who makes his return on the
basis of the calendar year, receives in 1971 a
cash dividend of $10,000 from M, a foreign
corporation, which makes its return on the
basis of the calendar year. For the 3-year pe-
riod ending with 1970 M has been engaged in
trade or business in the United States and
has received gross income effectively con-
nected with the conduct of a trade or busi-
ness in the United States amounting to 80
percent of its gross income from all sources
for such period. Of the total dividend, $8,000
(810,000 x 80%) is treated under subdivision (i)
of this subparagraph as income from sources
within the TUnited States and $2,000
($10,000 — $8,000) is treated under §1.862-1(a)(2)
as income from sources without the United
States. Since under section 245 no dividends
received-deduction is allowable to an indi-
vidual, A is entitled under subdivision (ii) of
this subparagraph to treat the entire divi-
dend of $10,000 ($10,000—[$0 x 100/85]) as in-
come from sources without the United
States for purposes of determining under sec-
tion 904(a) (1) or (2) the limitation upon the
amount of the foreign tax credit.
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(4) Dividend from a foreign corporation
succeeding to earnings of a domestic cor-
poration. A dividend described in this
subparagraph is a dividend from a for-
eign corporation, if such dividend is re-
ceived by a corporation after December
31, 1959, but only to the extent that
such dividend is treated by such recipi-
ent corporation under the provisions of
§1.243-3 as a dividend from a domestic
corporation subject to taxation under
chapter 1 of the Code. To the extent
that this subparagraph applies to a div-
idend received from a foreign corpora-
tion, subparagraph (3) of this para-
graph shall not apply to such dividend.

(5) Certain dividends from a DISC or
former DISC—(i) General rule. A divi-
dend described in this subparagraph is
a dividend from a corporation that is a
DISC or former DISC (as defined in sec-
tion 992(a)) other than a dividend
that—

(a) Is deemed paid by a DISC, for tax-
able years beginning before January 1,
1976, under section 995(b)(1)(D) as in ef-
fect for taxable years beginning before
January 1, 1976, and for taxable years
beginning after December 31, 1975,
under section 995(b)(1) (D), (E), and (F)
to the extent provided in subdivision
(iii) of this subparagraph or

(b) Reduces under §1.996-3(b)(3) accu-
mulated DISC income (as defined in
subdivision (ii)(b) of this subparagraph)
to the extend provided in subdivision
(iv) of this subparagraph.

Thus, a dividend deemed paid under
section 995(b)(1) (A), (B), or (C) (relat-
ing to certain deemed distributions in
qualified years) will be treated in full
as gross income from sources within
the United States. To the extent that a
dividend from a DISC or former DISC is
paid out of other earnings and profits
(as defined in §1.996-3(d)), subparagraph
(2) of this paragraph shall apply. To the
extent that a dividend from a DISC or
former DISC is paid out of previously
taxed income (as defined in §1.996-3(c)),
see section 996(a)(3) (relating to the ex-
clusion from gross income of amounts
distributed out of previously taxed in-
come). In determining the source of in-
come of certain dividends from a DISC
or former DISC, the source of income
from any transaction which gives rise
to gross receipts (as defined in §1.993-
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6), in the hands of the DISC or former
DISC, is immaterial.

(ii) Definitions. For purposes of this
subparagraph, the term—

(a) “‘Dividend from’ means any
amount actually distributed which is a
dividend within the meaning of section
316 (including distributions to meet
qualification requirements under sec-
tion 992(c)) and any amount treated as
a distribution taxable as a dividend
pursuant to section 995(b) (relating to
deemed distributions in qualified years
or upon disqualification) or included in
gross income as a dividend pursuant to
section 995(c) (relating to gain on cer-
tain dispositions of stock in a DISC or
former DISC), and

(b) ‘‘Accumulated DISC income”
means the amount of accumulated
DISC income as of the close of the tax-
able year immediately preceding the
taxable year in which the dividend was
made increased by the amount of DISC
income for the taxable year in which
the dividend was made (as determined
under §1.996-3(b)(2)).

(c) ‘‘Nonqualified export taxable in-
come’ means the taxable income of a
DISC from any transaction which gives
rise to gross receipts (as defined in
§1.993-6) which are not qualified export
receipts (as defined in §1.993-1) other
than a transaction giving rise to gain
described in section 995(b)(1) (B) or (C).

For purposes of subdivisions (i)(b) and
(iv) of this subparagraph, if by reason
of section 995(c), gain is included in the
shareholder’s gross income as a divi-
dend, accumulated DISC income shall
be treated as if it were reduced under
§1.996-3(b)(3).

(iii) Determination of source of income
for deemed distributions, for taxable years
beginning before January 1, 1976, under
section 995(b)(1)(D) as in effect for taxable
years beginning before January 1, 1976,
and for taxable years beginning after De-
cember 31, 1975, under section 995(b)(1)
(D), (E), and (F). (a) If for its taxable
year a DISC does not have any non-
qualified export taxable income, then
for such year the entire amount treat-
ed, for taxable years beginning before
January 1, 1976, under section
995(b)(1)(D) as in effect for taxable
years beginning before January 1, 1976,
and for taxable years beginning after
December 31, 1975, under section
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995(b)(1) (D), (E), and (F) as a deemed
distribution taxable as a dividend will
be treated as gross income from
sources without the United States.

(b) If for its taxable year a DISC has
any nonqualified export taxable in-
come, then for such year the portion of
the amount treated, for taxable years
beginning before January 1, 1976, under
section 995(b)(1)(D) as in effect for tax-
able years beginning before January 1,
1976, and for taxable years beginning
after December 31, 1975, under section
995(b)(1) (D), (E), and (F) as a deemed
distribution taxable as a dividend that
will be treated as income from sources
within the United States shall be equal
to the amount of such nonqualified ex-
port taxable income multiplied by the
following fraction. The numerator of
the fraction is the sum of the amounts
treated, for taxable years beginning be-
fore January 1, 1976, under section
995(b)(1)(D) as in effect for taxable
years beginning before January 1, 1976,
and for taxable years beginning after
December 31, 1975, under section
995(b)(1) (D), (E), and (F) as deemed dis-
tributions taxable as dividends. The de-
nominator of the fraction is the tax-
able income of the DISC for the taxable
year, reduced by the amounts treated
under section 995(b)(1) (A), (B), and (C)
as deemed distributions taxable as
dividends. However, in no event shall
the numerator exceed the denominator.
The remainder of such dividend will be
treated as gross income from sources
without the United States.

(iv) Determination of source of income
for dividends that reduce accumulated
DISC income. (a) If no portion of the ac-
cumulated DISC income of a DISC or
former DISC is attributable to non-
qualified export taxable income from
any transaction during a year for
which it is (or is treated as) a DISC,
then the entire amount of any dividend
that reduces under §1.996-3(b)(3) accu-
mulated DISC income will be treated
as income from sources without the
United States.

(b) If any portion of the accumulated
DISC income of a DISC or former DISC
is attributable to nonqualified export
taxable income from any transaction
during a year for which it is (or is
treated as) a DISC, then the portion of
any dividend during its taxable year
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that reduces under §1.996-3(b)(3) accu-
mulated DISC income that will be
treated as income from sources within
the United States shall be equal to the
amount of such dividend multiplied by
a fraction (determined as of the close
of such year) the numerator of which is
the amount of accumulated DISC in-
come attributable to nonqualified ex-
port taxable income, and the denomi-
nator of which is the total amount of
accumulated DISC income. The re-
mainder of such dividend will be treat-
ed as gross income from sources with-
out the United States.

(v) Special rules. For purposes of sub-
divisions (iii) and (iv) of this subpara-
graph—

(a) Taxable income shall be deter-
mined under §1.992-3(b)(2)(i) (relating
to the computation of deficiency dis-
tribution), and

(b) The portion of any deemed dis-
tribution taxable as a dividend, for tax-
able years beginning before January 1,
1976, under section 995(b)(1)(D) as in ef-
fect for taxable years beginning before
January 1, 1976, and for taxable years
beginning after December 31, 1975,
under section 995(b)(1)(D), (E), and (F)
or amount under §1.996-3(b)(3) (1)
through (iv) that is treated as gross in-
come from sources within the United
States during the taxable year shall be
considered to reduce the amount of
nonqualified export taxable income as
of the close of such year.

(vi) Illustrations. This subparagraph
may be illustrated by the following ex-
amples:

Example 1. (a) Y is a corporation which uses
the calendar year as its taxable year and
which elects to be treated as a DISC begin-
ning with 1972. X is its sole shareholder. In
1973, Y has $18,000 of taxable income from
qualified export receipts (none of which are
interest and gains described in section
995(b)(1)(A), (B), and (C)) and $1,000 of non-
qualified export taxable income. Under these
facts, X is deemed to have received a dis-
tribution under section 995(b)(1)(D) as in ef-
fect for taxable years beginning before Janu-
ary 1, 1976, of $9,5600, i.e., $19,000 X 4. X is
treated under subdivision (iii)(b) of this sub-
paragraph as having $500, i.e., $1,000 X $9,500/
$19,000, from sources within the TUnited
States and $9,000 from sources without the
United States.

(b) For 1972, assume that Y did not have
any nonqualified export taxable income.
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Pursuant to subdivision (v)(b) of this sub-
paragraph, at the beginning of 1974, $500 of
Y’s accumulated DISC income is attrib-
utable to nonqualified export taxable income
(iii)(a) of this subparagraph), i.e., $1,000—
$500.

Example 2. The facts are the same as in ex-
ample (1) except that in 1973, in addition to
the taxable income described in such exam-
ple, Y has $450 of taxable income from gross
interest from producer’s loans described in
section 995(b)(1)(A). Under these facts, the
deemed distribution of $450 under section
995(b)(1)(A) is treated in full under subdivi-
sion (i) of this subparagraph as gross income
from sources within the United States. The
deemed distribution under section
995(b)(1)(D) as in effect for taxable years be-
ginning before January 1, 1976, of $9,500 will
be treated in the same manner as in example
(1), i.e., $1,000 x $9,500 / (819,450 — $450).

Example 3. (a) The facts are the same as in
example (1) except that in 1973, in addition to
the distribution described in such example, Y
makes a deemed distribution taxable as a
dividend of $100 under section 995(b)(1)(G) (re-
lating to foreign investment attributable to
producer’s loans) and actual distributions of
all of its previously taxed income and of
$2,000 taxable as a dividend which reduces ac-
cumulated DISC income (as defined in sub-
division (ii)(b) of this subparagraph). Under
§1.996-3(b)(3), accumulated DISC income is
first reduced by the deemed distribution of
$100 and then by the actual distribution tax-
able as a dividend of $2,000. As indicated in
example (1), for 1972 Y did not have any non-
qualified export taxable income. Assume
that Y had accumulated DISC income of
$12,000 at the end of 1973, $500 of which under
example (1) is attributable to nonqualified
export taxable income.

(b) The distribution from previously taxed
income is excluded from gross income pursu-
ant to section 996(a)(3).

(c) Of the deemed distribution of $100, X is
treated under subdivision (iv)(b) as having
$4.17, i.e., $100 x 500/12,000, from sources with-
in the United States and $95.83, i.e., $100—
$4.17, from sources without the TUnited
States.

(d) Of the actual distribution taxable as a
dividend of $2,000, X is treated under subdivi-
sion (iv)(b) as having $83.33, i.e., $2,000 x 500/
12,000, from sources within the United States
and $1,916.67, i.e., $2,000—$83.33, from sources
without the United States.

(e) The sum of the amounts deemed and ac-
tually distributed as dividends for 1973 that
are treated as gross income from sources
within the United States is as follows:
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Amount
of divi-
dend
Total divi- from
dend sources
within the
United
States
Deemed distribution under sec.
995(b)(1)(D) as in effect for tax-
able years beginning before Janu-
ary 1, 1976 ..o $9,500 $500.00
Deemed distribution under section
995(b)(1)(G) . 100 417
Actual distribution
mulated DISC income ..........ccccceeee. 2,000 83.33
Totals ...ccocvviiiiiis $11,600 $587.50

Thus, pursuant to subdivision (v)(b) of this
subparagraph, at the beginning of 1974 Y has
$412.50, i.e., $1,000—$587.50, of nonqualified ex-
port taxable income.

(f) The result would be the same if Y made
an actual distribution taxable as a dividend
of $1,500 on March 30, 1973, and another dis-
tribution of $500 on December 31, 1973.

Example 4. (a) Z is a corporation which uses
the calendar year as its taxable year and
which elects to be treated as a DISC begin-
ning with 1972. W is its sole shareholder. At
the end of the 1976 Z has previously taxed in-
come of $12,000 and accumulated DISC in-
come of $4,000, $900 of which is attributable
to nonqualified export taxable income. In
1977, Z has $20,050 of taxable income from
qualified export receipts, of which $550 is
from gross income from producer’s loans de-
scribed in section 995(b)(1)(A); Z has $950 of
taxable income giving rise to gross receipts
which are not qualified export receipts, of
which $450 is gain described in section
995(b)(1)(B). Of its total taxable income of
$21,000 (which is equal to its earnings and
profits for 1977), $1,000 is attributable to sales
of military property. Z has an international
boycott factor (determined under section 999)
of .10, and made an illegal bribe (within the
meaning of section 162(c)) of $1,265. The pro-
portion which the amount of Z’s adjusted
base period export receipts bears to Z’s ex-
port gross receipts for 1977 is .40 (see section
995(e)(1)). Z makes a deemed distribution
taxable as a dividend of $1,000 under section
995(b)(1)(G) (relating to foreign investment
attributable to producer’s loans) and actual
distributions of $32,000.

(b) The deemed distributions of $550 under
section 995(b)(1)(A) and $450 under section
995(b)(1)(B) are treated in full under subdivi-
sion (i) of this subparagraph as gross income
from sources within the United States.

(c) Under these facts, Z has also made the
following deemed distributions taxable as
dividends to W under the following subdivi-
sions of section 995(b)(1):
$500, i.e., Y2 x $1,000.

7,800, i.e.,.40 x [$21,000 — $(550 + 450 +
500)].
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(GI0 - 5850, ie., Y x [$21,000 — $550 + 450 +
500 + 7,800)].
I J— 585, ie., $5,850 x .10
) — 1,265
Total .. 16,000

(d) The portion of the total amount of
these deemed distributions ($16,000 that is
treated under the subdivision (iii)(b) as gross
income from sources within the United
States is computed as follows:

(1) The amount of nonqualified export tax-
able income is $500, i.e., taxable income giv-

§1.861-3

ing rise to gross receipts which are not quali-
fied export receipts ($950) minus gain de-
scribed in section 995(b)(1) (B) or (C) ($450).

(2) $500 x ($16,000/$[21,000— (550 + 450)]) =
$400.

The remainder of these distributions, $15,600
($16,000 minus $400), is treated under subdivi-
sion (iii)(d) of this subparagraph as gross in-
come from sources without the United
States.

(e) The earnings and profits accounts of Z
at the end of 1977 are computed as follows:

Accumulated DISC in-
come attributable to
taxable income from

translations which give

Total earn- | Previously rise to gross receipts
ings and taxed in- which—

profits come A :

: re nof

e g:;(')'n qualified

receipts export re-
ceipts
(1) Balance: January 1, 1977 ....ccoevviieeerieeeesseesieiesse s $16,000 $12,000 $3,100 $900
(2) Earnings and profits for 1977, before actual and sect|on 955(b)(1)( )

IStHDULIONS ... 21,000 17,000 3,900 1100
(3) Balance: December 31, 1977 . e 37,000 29,000 7,000 1,000
(4) Distribution under section 995(b)(1)( ) s 1,000 (875) 2(125)
(5) Balance . RO 37,000 30,000 6,125 875
(6) Actual dlstrlbutlon et (32,000) (30,000) (1,750) 3(250)
(7) Balance: January 1, 1978 ........cccoeirireiriciineeinee e 5,000 | .ooecerciieenn 4,375 625

1The total of nonqualified export taxable income ($500) minus the portion of such income, under subdivision (iii)(b) of this sub-
paragraph, deemed distributed pursuant to section 995(b)(1)(D), (E), and (F) ($400), as computed under (d)(2) of this example.

2Under subdivision (iv)(b) of this subparagraph, $1,000/$8,000 x $1,000

3Under subdivision (iv)(b) of this subparagraph, $1,000/$8,000 x $2 000 (amount of actual distribution that reduces accumu-

lated DISC income).

(6) Substitute dividend payments. A
substitute dividend payment is a pay-
ment, made to the transferor of a secu-
rity in a securities lending transaction
or a sale-repurchase transaction, of an
amount equivalent to a dividend dis-
tribution which the owner of the trans-
ferred security is entitled to receive
during the term of the transaction. A
securities lending transaction is a
transfer of one or more securities that
is described in section 1058(a) or a sub-
stantially similar transaction. A sale-
repurchase transaction is an agreement
under which a person transfers a secu-
rity in exchange for cash and simulta-
neously agrees to receive substantially
identical securities from the transferee
in the future in exchange for cash. A
substitute dividend payment shall be
sourced in the same manner as the dis-
tributions with respect to the trans-
ferred security for purposes of this sec-
tion and §1.862-1. See also §§1.864—
5(b)(2)(iii), 1.871-7(b)(2) and 1.881-2(b)(2)
for the character of such payments and

§1.894-1(c) for the application of tax
treaties to these transactions.

(b) Special rules—(1) Foreign corpora-
tion having mo gross income for period
preceding declaration of dividend. If the
foreign corporation has no gross in-
come from any source for the 3-year pe-
riod (or part thereof) specified in para-
graph (a)(3)(i) of this section, the 50-
percent test, or the apportionment for-
mula, as the case may be, described in
such paragraph shall be applied solely
with respect to the taxable year of
such corporation in which the declara-
tion of the dividend occurs. This sub-
paragraph applies whether the lack of
gross income for the 3-year period (or
part thereof) stems from the business
inactivity of the foreign corporation,
from the fact that such corporation is
newly created or organized, or from
any other cause.

(2) Transitional rule. For purposes of
applying paragraph (a)(3)(i) of this sec-
tion, the gross income of the foreign
corporation for any period before the
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first taxable year beginning after De-
cember 31, 1966, which is from sources
within the United States (determined
as provided by sections 861 through 863,
and the regulations thereunder, as in
effect immediately before amendment
by section 102 of the Foreign Investors
Tax Act of 1966 (Pub. L. 89-809, 80 Stat.
1541)) shall be treated as gross income
for such period which is effectively
connected with the conduct of a trade
or business within the United States by
such foreign corporation.

(38) Gross income determinations. In
making determinations under subpara-
graph (2) or (3) of paragraph (a) of this
section, or subparagraph (2) of this
paragraph—

(i) The gross income of a domestic
corporation is to be determined by ex-
cluding any items specifically excluded
from gross income under chapter 1 of
the Code.

(ii) The gross income of a foreign cor-
poration which is effectively connected
with the conduct of a trade or business
in the United States is to be deter-
mined under section 882(b)(2) and by ex-
cluding any items specifically excluded
from gross income under chapter 1 of
the Code, and

(iii) The gross income from all
sources of a foreign corporation is to be
determined without regard to section
882(b) and without excluding any items
otherwise specifically excluded from
gross income under chapter 1 of the
Code.

(c) Statement with return. Any tax-
payer who is required to file a return
and applies any provision of this sec-
tion to exclude any dividend from his
gross income must file with his return
a statement setting forth the amount
so excluded, the date of its receipt, the
name and address of the corporation
paying the dividend, and, if known, the
location of the records which substan-
tiate the amount of the exclusion. A
statement from the paying corporation
setting forth such information and in-
dicating the amount of the dividend to
be treated as income from sources
within the United States may be used
for this purpose. See §§1.6012-1(b)(1)(d)
and 1.6012-2 (g)(1)(1).

(d) Effective/applicability date. Except
as otherwise provided in this paragraph
this section applies with respect to

26 CFR Ch. | (4-1-20 Edition)

dividends received or accrued after De-
cember 31, 1966. Paragraph (a)(5) of this
section applies to certain dividends
from a DISC or former DISC in taxable
years ending after December 31, 1971.
Paragraph (a)(6) of this section is appli-
cable to payments made after Novem-
ber 13, 1997. For purposes of paragraph
(a)(b) of this section, any reference to a
distribution taxable as a dividend
under section 995(b)(1)(F) (ii) and (iii)
for taxable years beginning after De-
cember 31, 1975, shall also constitute a
reference to any distribution taxable as
a dividend under section 995(b)(1)(F) (ii)
and (iii) for taxable years beginning
after November 30, 1975, but before Jan-
uary 1, 1976. For corresponding rules
applicable with respect to dividends re-
ceived or accrued before January 1,
1967, see 26 CFR 1.861-3 (Revised as of
January 1, 1972). Paragraph (a)(2) of
this section applies to taxable years
ending after April 9, 2008.

[T.D. 6500, 25 FR 11910, Nov. 26, 1960]

EDITORIAL NOTE: For FEDERAL REGISTER ci-
tations affecting §1.861-3, see the List of CFR
Sections Affected, which appears in the
Finding Aids section of the printed volume
and at www.govinfo.gov.

§1.861-4 Compensation for labor or
personal services.

(a) Compensation for labor or personal
services performed wholly within the
United States. (1) Generally, compensa-
tion for labor or personal services, in-
cluding fees, commissions, fringe bene-
fits, and similar items, performed
wholly within the United States is
gross income from sources within the
United States.

(i) The labor or services are per-
formed by a nonresident alien indi-
vidual temporarily present in the
United States for a period or periods
not exceeding a total of 90 days during
his taxable year,

(ii) The compensation for such labor
or services does not exceed in the ag-
gregate a gross amount of $3,000, and

(iii) The compensation is for labor or
services performed as an employee of,
or under any form of contract with—

(a) A nonresident alien individual,
foreign partnership, or foreign corpora-
tion, not engaged in trade or business
within the United States, or

148



		Superintendent of Documents
	2020-11-12T21:04:13-0500
	US GPO, Washington, DC 20401
	Superintendent of Documents
	GPO attests that this document has not been altered since it was disseminated by GPO




